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WALLACE, Circuit Judge. The Securities and Exchange

Comm ssi on (Comm ssion) appeal s froma directed verdict enteredin
f avor of def endant s-appel | ees, Dennis J. Shepard, M chael G Sargent,
and Robert J. Scharn. The Comm ssion al so chal |l enges the district
court's denial of its request for pre-trial discovery and the district
court's deci sion to exclude the crimnal convictions of Sargent and
Scharn for lying to Conm ssioninvestigators. The district court had
jurisdictionunder 15 U. S. C. 88 78u(d) (1), 78u(d)(3), 78u(e), 78u-1,
and 78aa. We have jurisdiction pursuant to 28 U.S.C. § 1291. W
reverse and remand for new trial.
I

Shepard and J. Anthony Al drich (agai nst whomt he Comm ssi on
didnot file aconplaint) were the sol e sharehol ders of a consulting
firmincorporatedin the Commonweal th of Massachusetts. Al drich was
al so a mnenber of the board of directors for Purol at or Products Co.
(Purol ator), a manufacturer of autonotive parts. On July 13, 1994,
Mark IV Industries, Inc. (Mark I'V) offered to purchase all of the
out st andi ng shares of Purol ator for $22 a share. Negoti ati ons bet ween
t he two conpani es ensued, and on Cctober 3, 1994, Purol ator and Mark |V
publ i cly announced Purol ator's acceptance of Mark | V' s t ender of f er of
$25 a share.

Thr oughout 1994, Shepard and Aldrich rantheir consulting

busi ness froma 20" by 15", one-roomoffice | ocated in Shepard's
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basement. The firmused a tel ephone, voice mail system and fax
machi ne froma singleline. Shepard coul d hear what Al drich said on
t he t el ephone and woul d occasionally retri eve voi ce mail nessages and
faxes for Aldrich. Aldrich realized that given the "very cl ose

guarters,” it was "inevitabl e [ Shepard] woul d know somet hi ng was goi ng
on [with Purolator]. He was goingto hear sonething." At sonme point

inJuly 1994, Aldrich took Shepardinto his confidence and advi sed him
t hat Pur ol at or was bei ng pursued. Al drich told Shepard that this fact

needed t o be kept confidential and Shepard agreed not to di scl ose the
i nformation.

The Purol at or Board net several tines between Mark I V's
initial offer of July 13 and Cctober 3, 1994. By m d- August, Purol at or
had r et ai ned Lehman Brothers, Inc. toadviseit inthe negotiations.
Purolator initially sought to remain i ndependent, but its focus
gradual | y changed to getting t he best price fromthe hi ghest bi dder.
It initiated discussionw th at | east two ot her conpanies in an effort
to raise the price. On Septenber 8, Purolator entered into a
Standstill Agreement with Mark IVinwhichit agreedto provide Mark IV
wi t h access to nonpublic informationand Mark |V agreed not to effect
a hostil e takeover whil e negoti ati ons were pendi ng. Mark |V nmade t wo
addi tional offers that Purol ator rejected before Purol ator accepted the

offer of $25 a share on October 3, 1994.

On Sat urday, Septenber 10, 1994, Shepard, Sargent, andtheir
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wi ves et for dinner. Sargent had been Shepard's denti st since 1983,
and the two were "friendly." Shepard had referred at | east 75 of his
rel atives, friends, and acquai ntances to Sargent for their dental work.
Shepard was actively involved in the | ocal chanber of commerce.
Because Sar gent had many conmunity ties, Shepard would "go to [ Sargent]
periodically" for "contacts, networking to other individuals,” andto
| ook for funds on behalf of the chanmber of commerce.

The Sar gents and Shepards net for di nner to snoot h out sone
probl ens t hat had devel oped bet ween them Shepard's sister-in-I|aw,
Donna, had been hired to decorate the Sargents’ hone and had been pai d
a $1000 retai ner. She never conpl eted t he work, and t he Sargents were
unabl e to recover the retainer because she had fil ed for bankruptcy.
Sar gent was hopi ng t hat Shepard coul d wor k sonet hi ng out. Anot her of
Shepard' s sisters-in-law, Brenda, had ski pped several of her dental
appoi nt ments with Sargent wi t hout giving hi mnotice. Sargent infornmed
her that the next tinme she did so, he woul d charge her for the m ssed
appoi nt ment. Brenda wote Sargent a "scathingletter" conpl ai ni ng of
this treatment and threatening to use Shepard's i nfluence to draw
custoners away from Sargent's practice.

At the di nner, the Sargents and Shepards al so t al ked about
Shepard' s consul ti ng busi ness. Shepard asked Ms. Sargent "whet her she
could give [hin] | eads i n connectionw th [his] consulting business.”

He t al ked about his partner, Al drich, and nentioned that Al drich was on

-5-



t he Purol ator board. After dinner, the coupl es attended t he openi ng of
anewrestaurant. Wiiletheir wives wereintheladies' room Sargent
and Shepard conti nued tal king. At sonme point inthat conversati on,
Shepard said, "I amaware of a conpany right nowthat i s probably goi ng
t o be bought,"” but "evenif | hadthenoney . . . | can't buy stock in
t hi s conpany because | amtoo closeto the situation.” The Conm ssion
al | eges that duringthis conversation Shepard explicitly identified
Purol ator as the conpany to be bought.

The f ol | owi ng Monday, Septenber 12, Sargent contacted Bri an
Kelly, his broker at Legg Mason, before t he mar ket opened. Sargent
told Kelly, "I heard sonething over the weekend and it concerns
Purol ator Products.” He asked Kelly to do sone research on Purol ator.
Sargent cal | ed Kel |y back t hat same nor ni ng. Wen asked by Kel | y where
he had heard about Purol ator, Sargent was evasi ve and nmay have repli ed
that his friend Scharn had overheard two nen at a bar tal ki ng about
Purol ator. Kelly reported that Purol ator had not been doi ng nuch, that
it was tradingclosetoits 52-week | ow, and that it was not the ki nd
of stock Sargent usually chose to purchase. Kelly went sofar asto
call Purolator a "piece of crap,” but hetold Sargent that if he want ed
to invest in Purolator there was only a $1 to $2 downsi de ri sk
Sar gent t hen purchased 2000 shares of Purol ator. The next day, Sargent
bought an addi ti onal 2000 shares t hrough hi s account at Charl es Schwab

Corp., a discount brokerage firm
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Bet ween Sept enber 12 and Cct ober 3, 1994, Sargent purchased
a total of 20,400 shares of Purol ator at an average price of $17. 67 per
share. This was the |l argest i nvestnent in a single stock that Sargent
had ever made. To finance his purchases, Sargent borrowed $50, 000 from
a bank, bought shares on margi n, and repl aced st ock he hel d i n anot her
conpany with risky call options in that same conpany. Sargent had
never before taken out aloanto buy stock. Wthin afewdays of the
t ender of fer announcenent, Sargent sold all of his Purol ator stock at
a profit of $140, 000.

Sargent notified his close friend Scharn of his purchases in
Purol ator. On Septenber 19, 1994, Scharn purchased 5000 shar es of
Purol ator, his | argest stock purchase of the year. Scharn di d not
performany research at all on Purolator. Inorder toraisethe noney
for this purchase, Scharn sol d 10, 000 shares of Tel ef oni ca de Argenti na
at aloss of $5000. Wen hi s broker asked hi mwher e he had heard about
Pur ol ator, Scharn responded t hat he had over heard t wo nen di scussi ng
Purol ator at the bar of the restaurant he owned. Later, when the
t ender of fer was announced, Scharn remarked to hi s broker that "he knew
that it was going to happen.™

Sargent was first contacted by t he Comm ssi on on January 4,
1995. Peter Sonnenthal, an attorney w th the Comm ssi on, conducted t he
i ntervi ew. \When questioned about his stock purchases, Sargent told

Sonnent hal that his friend Scharn advi sed hi mt o buy Purol ator after

-7-



Schar n had over heard "two guys” at his bar tal ki ng about t he conpany.
After thisinterview, Sargent contacted Scharntotell hi mabout the
phone call with Sonnenthal; Sargent al so advi sed Scharn that the
Conmmi ssi on m ght contact himas well. The Comm ssi on conduct ed t wo
addi tional tel ephone interviews with Sargent i n which Sargent di d not
change his story and in which he denied tal king to Shepard about
Purol ator. The Conm ssion contacted Scharn on January 10, 1995.
Scharn repeat ed t he story about overheari ng two nmen di scuss Purol at or.
He even provi ded t he Comm ssi on wi t h phony descri ptions of the two nen.

The Conm ssi on subpoenaed bot h Sargent and Scharn. During
t heir depositions, both Sargent and Scharn adnmitted lying to the
Conm ssi on represent ati ve about Purol ator. Sargent's newexplanation
for the purchases was t hat he had act ed on a hunch based on t wo pi eces
of informati on he had | earned at t he di nner with Shepard, nanely t he
statenents by Shepard (1) that Al drich was on the Board of Purol ator,
and (2) that he knewof a conmpany t hat was goi ng t o be t aken over, but
i n which he coul d not i nvest because he was too cl ose to the situation.
Sargent asserts that Shepard never tol d hi mthat Purol ator was t he
conpany that was going to be acquired.

On May 7, 1996, agrandjuryinthe United States District
Court for the District of Massachusetts returned i ndi ct nents agai nst
Sargent and Scharn for maki ng fal se statenments to governnment officials

inviolation of 18 U.S.C. 8 1001. Sargent was al so charged with
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insider trading in connectionwith atender offer in violation of
Securities Exchange Act 8 14(e), 15U S. C. § 78n(e) (section 14(e)),
and Rul e 14e- 3 pronul gated t hereunder, 17 C.F. R § 240. 14e- 3 (Rul e 14e-
3). The court granted Sargent's notion for ajudgnment of acquittal on
the i nsi der tradi ng charges. The jury returned guilty verdicts agai nst
Sargent and Scharn for lying to the Comm ssion. The court sentenced
Sargent and Scharn on Decenmber 16, 1998.

This actionwas filed March 25, 1996. Inits conplaint, the
Comm ssion alleged that the defendants had tipped or traded in
Pur ol ator on t he basis of material, nonpublic informationthat Shepard
had m sappropriated fromAl drich. The Comm ssi on asserted that this
activity viol ated section 10(b) of the Securities Exchange Act, 15
U S C 8§878j(b) (section 10(b)), and Rul e 10b-5 promnul gat ed t her eunder,
17 C.F. R 240. 10b-5 (Rul e 10b-5). The conpl ai nt al so al | eged t hat t he
def endants vi ol ated section 14(e) and Rul e 14e-3. The Conm ssi on
sought orders enjoi ni ng Shepard, Sargent, and Scharn fromfuture
vi ol ati ons of these provisions and requiring themto di sgorge their
profits.

I n June 1996, the United States Attorney intervenedinthis
case and successfully nmoved to stay di scovery. In March 1998, the
di strict court issued anot her stay of di scovery, pendi ng conpl eti on of
thecrimnal trial of Sargent and Scharn. At the concl usion of the

crimnal trial, all of the defendants noved for summary j udgnent; the
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district court granted another stay of discovery, pending the
di sposition of these notions. On July 29, 1999, the court deniedthe
def endants' notion for summary judgnment and schedul ed a pretri al
conference for August 4, 1999. At the pretrial conference, the
district court announced that it would not permt further discovery.

As aresult of the many di scovery stays, the Comm ssi on had
conducted virtually no di scovery inthis case. The Comm ssi on was
thereforerequiredtorely ontheinformationgatheredinitsinitial
i nvestigationand fromthecrimnal trial. Thew tness |ist submtted
by the defendants contained three persons whose testinony the
Comm ssi on had never taken. Prior totrial, the Comr ssion requested
| eave of the district court totake the deposition of Geral d Li ppes,
general counsel to Mark IV. This request was deni ed.

At trial, the district court excluded evidence of the
convi ctions of Sargent and Scharn for violating 18 U. S. C. § 1001 over
the repeated objections of the Comm ssion. At the close of the
Conmm ssion's evidence, the district court orally granted the
def endants' nmotion for a directed verdict, hol ding that there was
i nsufficient evidence that Shepard ti pped Sargent on t he eveni ng of
Sept enber 10, 1994.

I
The Conmi ssi on appeal s fromthe judgnment as a matter of | aw

enteredin favor of the defendants at the cl ose of t he Conm ssion's
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evidence. Wereviewthis issue de novo, Wlls v. Brown University, 184

F.3d 20, 29 (1st Cir. 1999), m ndful that a notion for judgnment as a
matt er of | awunder Federal Rul e of G vil Procedure 50(a)(1) shoul d be
granted only where, after exam ning all the evidenceinthe light nost
favorabl e to the non-novi ng party, the court finds that areasonabl e

jury coul d not render a verdict for the non-novant. |lrvine v. Mirad

Skin Research Labs., Inc., 194 F. 3d 313, 316 (1st Cir. 1999).

A.

| n granting the defendants' notion for a directed verdict,
the district court only addressed t he i ssue of whet her Shepard had
provi ded Sargent with nonpublic information. The district court
correctly observed, and t he Conm ssi on conceded, that there coul d be no
viol ation of section 10(b), section 14(e), Rule 10b-5, or Rule 14e-3if
Sargent traded on a nmere hunch arrived at by putting together the fact
t hat Al drich was on t he Purol ator Board, whi ch was public information,
with the statenment made by Shepard t hat he knew of a conpany bei ng
pursued. To prevail onits clainms, the Comm ssion nust show t hat
Shepar d communi cat ed nonpubl i ¢ i nf or mati on about Purol ator to Sargent.

United States v. O Hagan, 521 U S. 642, 652, 669 (1997); United St ates

v. Libera, 989 F.2d 596, 600 (2d Cir. 1993). To that end, the
Conmmi ssi on al |l eged t hat " Shepard forned t he necessary words, noved hi s
i ps, and tol d Sargent that he was awar e of a conpany, Purol ator, that

was ' probably going to be bought.’
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As is oftentrueinsecurities fraud cases, the Commi ssion
was unabl e to produce direct testinony establishing that Shepard
conmuni cat ed nonpubl i c i nformation to Sargent. The Conm ssi on i nst ead
reliedoncircunstantial evidencetoproveits allegation. It pointed
to Sargent's behavi or foll ow ng his dinner with Shepard as evi dence
t hat Sargent nmust have been proceedi ng on sonet hi ng nor e t han a hunch.
The district judge rejected this evidence, stating, "youcan't build
inference oninference oninference.” He commented that the Comm ssion
was not maki ng "reasonabl e use of circunmstanti al evi dence" and t hat
their circunstantial evidence could not "be a surrogate for a[direct]
statenment of insider information."

Al thoughit is truethat nmere conjecture or specul ati on over
the evidencewill not risetoatriableissueof fact, lrvine, 194 F. 3d
at 317, a plaintiff is not required to produce direct evidence:
"circunstantial evidence, if it nmeets all the other criteria of
adm ssibility, is just as appropriate as direct evidence and is
entitledto be gi ven what ever wei ght the jury deens it shoul d be gi ven

under the circunstances withinwhichit unfolds." United States v.

Gamache, 156 F.3d 1, 8 (1st Cir. 1998).

Here, the Comm ssion presented evidence that the first
busi ness day fol | ow ng hi s di nner wi th Shepard, Sargent contacted his
br oker before the market opened and st at ed t hat he had heard sonet hi ng

over the weekend about Purolator. Afewhours |ater, Sargent bought
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Pur ol at or even after receiving a negative recommendati on fromhis
broker. When asked by hi s broker how he had heard about Purol at or,
Sar gent was evasi ve, and t here was sone evi dence t hat even at t hat
early stage, hewas tellingthe "two guysinabar” lie. Over the next
t hr ee weeks, Sargent purchased 20, 400 shares, hi s | argest i nvest nent
ever in a single stock. He even took out a $50, 000 bank loan to
fi nance the purchase.

After resolving all doubts and credibilityissuesinfavor
of the Comm ssion, we conclude that ajury coul d reasonably infer from
t hi s evidence t hat Sargent was operating on nore than just a hunch and
that he had received nonpublic information from Shepard about
Pur ol at or .

B.

In their joint notion for a directed verdict, Shepard,
Sargent, and Scharn rai sed addi ti onal grounds that the district court
did not reachingrantingtheir notion. On appeal, they argue t hat
t hese al ternate grounds i ndependently requireus to affirmall or part
of the district court's judgnent. W are not restrictedtoreview ng
only those grounds explicitly addressed by the district court inits
ruling; rather, we may affirmthe judgment on any i ndependently
sufficient ground squarely presentedto us andto the district court.

O sen v. Correiro, 189 F.3d 52, 57-58 (1st Cir. 1999).

1.
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In order to prevail onits section 10(b) and Rul e 10b-5
cl ai ms agai nst t he appel | ees, the Conm ssi on nust denonstrate that
Shepard, the al |l eged m sappropriator, breached a fiduciary duty owed to
Al drich, the source of the nonpublic, material information about
Purolator. O Hagan, 521 U. S. at 652. The appel | ees contend t hat t he
Commi ssion failed to present sufficient evidence of a fiduciary
rel ati onshi p bet ween Shepard and Al drich to survive a notion for
directed verdict as to these clains.

I nthe cont ext of section 10(b) and Rule 10b-51liability
prem sed on t he m sappropriation theory, the exi stence of afiduciary
rel ati onship turns on whether the source of the m sappropriated
information granted the m sappropriator access to confidenti al
informationinreliance on a proni se by the m sappropriator that the
i nformati on woul d be saf equarded. O Hagan, 521 U. S. at 652 ("[T] he
m sappropriationtheory prem ses liability onafiduciary-turned-

trader's deception of those who entrusted him with access to

confidential information."); United States v. Chest man, 947 F. 2d 551,
569 (2d Gr. 1991) (en banc) ("Inrelyingonafiduciary toact for his
benefit, the beneficiary of therelationmay entrust the fiduciary with

property . . . . Because the fiduciary obtains accesstothis
property to serve the ends of the fiduciary rel ati onship, he becones
duty- bound not to appropriate the property for his own use.").

At trial, the Conm ssion presented evi dence that Al drich
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expressly told Shepard that Purol ator was bei ng pursued and t hat
Shepard prom sed not to divulgethisinformation. Further, there was
trial testinony fromwhichajury couldreasonably infer that Aldrich
reliedonthis prom se, since throughout the Purol ator negoti ati ons
Al drich continuedto share an office with Shepard, an of fi ce whi ch he
descri bed as being "very close quarters” and in which it was
"inevitable [that Shepard] woul d know sonet hing was going on."
| n addi tion, the Conm ssion presented evi dence of a pre-
exi sting fiduciary rel ati onshi p between Shepard and Al dri ch ari si ng out
of their status as sol e sharehol ders of their cl osel y-hel d busi ness
cor porati on. Under Massachusetts | aw, stockholders of such a
corporation "owe one anot her a duty of 'utnost good faith and loyalty.'

" Leader v. Hycor, Inc., 479 N.E. 2d 173, 177 (Mass. 1985), guoti ng

Donahue v. Rodd El ectrotype Co., 328 N. E. 2d 505, 515 (Mass. 1975).

Thus, the duti es between Shepard and Al dri ch as sharehol ders mrror
t hose owed bet ween partners in a partnership. Donahue, 328 N E. 2d at
512 ("Just as in apartnership, therelationship anong stockhol ders
nmust be one of trust, confidence and absolute loyalty if the enterprise
istosucceed."). Sharehol ders "may not act out of avarice, expedi ency
or self-interest inderogation of their duty of | oyalty tothe other
st ockhol ders and to the corporation.” |d. at 515. This strict duty
appliesto"actionsrelativetothe operations of the enterprise and

the effects of that operationonthe rights andinvestnents of ot her
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stockhol ders.” 1d. at 515 n.18.

Shepard argues t hat he coul d not have breached this duty to
hi s co- shar ehol der because any i nf ormati on regardi ng Purol at or di d not
relate tothe operations of the Al drich-Shepard consultingfirm The

defendant inSECv. Peters, 735 F. Supp. 1505 (D. Kan. 1990), nade t he

same argunment in the context of a partnership. In that case, the
def endant had m sappropri ated fromhi s partner confidential information
regardi ng a non- partnershi p, businessinterest. The defendant argued
t hat he had breached no fi duci ary duty because the i nformati on di d not
relateto partnership matters. The court di sagreed, hol ding that it
was cl ear "under the expectations of the [] partners, a partner's
conversion for personal use of confidential information belongingto
anot her partner woul d constitute a breach of fiduciary duty. The
partnershi p expected that all busi ness matters of each partner woul d be
held in trust and confidence."” 1d. at 1521.

In the case before us, evidence was presented that both
Shepard and Al drich considered it inproper to openthe other's personal
mai | deliveredtothe office, toreadthe other's personal faxes that
caneinonthe office's sole fax nmachine, or to go through the other's
personal files. Even though Al drich knew Shepard m ght i nadvertently
over hear i nformati on about Purol ator, Aldrichremainedinthe small
of fice wi th Shepard because he trusted Shepard to keep such i nformati on

confidential. Shepardtestifiedthat he woul d not have di scl osed
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i nformati on regardi ng Purol at or t o anyone because he knew"that it was
confidential, [Aldrich] didn't even have to tell nme that . . . |
understand, you know, nmnmy responsibilities, you Kknow, ny
responsibilities toanyone.” W conclude, after revi ewi ng the evi dence
inthe light nost favorable to the Comm ssion, that a jury coul d
reasonably find that Shepard and Al dri ch expected that confidenti al
busi ness matters, eventhose unrelated tothe consulting firm woul d be
held in trust and that Shepard thereby owed a fiduciary duty to
saf equard information relating to Purol ator.
2.

I n addi tion, the appell ees urge that we affirmthe district
court's entry of judgnment on the section 10(b) and Rul e 10b-5 cl ai ns on
t he basi s that the Commi ssion failedto present evidence that Shepard
benefitted fromthe allegedtip to Sargent. Under the cl assical theory
of insider trading, aninsider who provides atip but who does not
hi msel f trade will be I'iabl e under 10b-5only if he "will benefit,

directly or indirectly, fromhis disclosure.” Drks v. SEC, 463 U. S.

646, 662 (1983). Inaddition, tippees are not |iable under Rul e 10b-5

unl ess benefit tothe original tipper is proven. SECv. Warde, 151

F.3d 42, 47 (2d Cir. 1998). The "benefit" tothe ti pper need not be
"specificor tangible." 1d. at 48-49. Agift toafriendor relative
is sufficient. 1d.

There is sonme di sagreenent about whether benefit to a
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m sappropriatingtipper is arequired el ement of section 10(b) and Rul e
10b-5 liability. Afewdistrict court opinions, one of which was
vacat ed on ot her grounds, hold that thereis a benefit requirenent in

m sappropriationcases. SECv. Trikilis, 1992 W 301398, at *3 (C. D

Cal . July 28, 1992), vacated, 1993 W. 43571 (C. D. Cal. Jan. 22, 1993);

United States v. Santoro, 647 F. Supp. 153, 170 (E. D.N. Y. 1986); SECv.

Gaspar, 1985 W. 521, at *16-17 (S.D.N. Y. Apr. 16, 1985). However, two
di strict court opinions have stated outright, albeit indicta, that

there is no benefit requirenent in m sappropriation cases. SECv.

Wllis, 777 F. Supp. 1165, 1172 n. 7 (S.D.N. Y. 1991); SECv. Misell a,
748 F. Supp. 1028, 1038 n. 4 (S.D.N. Y. 1989). In addition, the Second
Grcuit stronglyinplied, alsoindicta, that there was no need t o make
an affirmati ve showi ng of benefit in cases of m sappropriation. It
wr ot e:

The tipper's know edge that he or she was

breaching a duty to the owner of confidenti al

information sufficesto establishthetipper's

expectation that the breach will |lead to sone

ki nd of m suse of the information. Thisis so

because it may be presuned that the tippee's

interest intheinformationis, incontenporary

j argon, not for nothing.
Li bera, 989 F. 2d at 600. Further, inthe context of tippeeliability,
the court stated inthe same case that, "the mi sappropriationtheory

requires the establishment of two el ements: (i) a breach by the tipper

of a duty owed to t he owner of nonpublic information; and (ii) the
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ti ppee' s knowl edge that the ti pper had breached the duty. W believe
t hese two el enents, without nore, are sufficient for tippeeliability."
Id. (citationsomtted). Thus, it appears fromthese statenents that
t he Second G rcuit woul d probably not require a show ng of benefit to
the tipper for tipper (or tippee) liability, but would create a
presunption of section 10(b) and Rule 10b-51liability if there was
nm sappropriation followed by a tip.

V¢ need not resolvethis conflict toreach adecisioninthis
case because, whet her or not a m sappropriatingtipper nust benefit in
order to viol ate section 10(b) and Rul e 10b-5, the Conm ssi on present ed
sufficient evidence at trial fromwhich a jury could reasonably
concl ude t hat Shepard did benefit fromhis allegedtipto Sargent. At
trial, Shepardtestifiedthat he and Sargent were "friendly." Shepard
had ref erred over 75 peopl e to Sargent for their dental work. Further,
Shepard stated t hat he often went to Sargent for helpin connection
wi t h Shepard's serviceto thelocal chanber of comrerce. Shepard's
si ster-in-lawowed Sargent noney and anot her of Shepard's rel atives was
t hreateni ng to harmSargent's busi ness. Fromthis evidence, ajury
couldinfer that Shepard ti pped Sargent about Purolator inaneffort to
effect a reconciliation with his friend and to maintain a useful
net wor ki ng cont act.

3.

Scharn asserts separately that we shoul d af fi rmt he j udgnent
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as to hi mbecause there was i nsufficient evidence for ajury reasonably
to findthat Sargent provided hi mwi th nonpublic information. Scharn
did not performany research prior to his purchase of Purol ator;
instead, hereliedsolely on Sargent's recommendati on. H s investnent
i n Purol at or was hi s | argest i nvestment of that year. When asked by
hi s br oker where he had heard about Purol ator, Scharn |lied and sai d he
had overheard two nmen at hi s restaurant di scussi ngthe conpany. This
isthe same story that both Sargent and Scharn would | ater tell the
Comm ssion. After the tender offer was publicly announced, Scharn tol d
his broker that "he knew it was going to happen.”

O course, Scharnsees it differently. He points out that
he cl ai med t o have sai d t he sane t hi ng whenever he made a profit on an
i nvest nent and t hat he frequently bought stock based on what Sar gent
was doi ng. He al so states that his purchase i n Purol at or was not
aberrational because he had nade i nvest nents of sim | ar magnitude
wi t hout doi ng any research

Sothereis aconflict astoinferencesto be drawn. The
Commi ssi on and Scharn have their own argument. |In reaching our
deci si on, however, we nust resolve all doubts and questi ons of
credibility infavor of the Comm ssion's case. lrvine, 194 F. 3d at
316-17. We conclude that a jury could reasonably find fromthe
circunstantial evidence presented by the Comm ssion that Scharn

possessed nonpublic, material information given himby Sargent.

-20-



4.

The appel |l ees al so argue that the Conm ssion failed to
produce evi dence that they knew Pur ol at or woul d be pur chased by neans
of atender offer, afact appell ees contend nust be established as a
prerequisiteto Rule 14e-3liability. Wre we to agree with appel | ees’
interpretation of Rul e 14e-3, this argunent woul d have sone nerit. The
t esti mony about the conditions inthe office shared by Shepard and
Aldrichis the only evidence fromwhichajury couldinfer that Shepard
knewt he formthat the acqui sition of Purol ator woul d take. To find
t hat Sargent and Scharn knewthe formthe transacti on woul d t ake, a
jury woul d have to specul at e about t he exact content of Shepard's
conmmuni cation to Sargent and of Sargent's tip to Scharn.

The pl ai n | anguage of Rul e 14e-3, however, contradicts the
appel l ees’ interpretation:

(a) I'f any person has taken a substanti al step

or steps to commence . . . a tender offer .

it shall constitute afraudulent . . . act .

wi t hi n t he neani ng of section 14(e) of the Act

for any other person who is in possession of

material information relating to such tender

of fer which information he knows or has reasonto

know i s nonpublic and which he knows or has

reason to know has been acquired directly or

indirectly from[an inside source]. . . to

purchase or sell . . . any of such securities.

unl ess within areasonabletine prior to any

purchase or sal e suchinformationandits source
are publicly disclosed .
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(d)(1) . . . it shall be unlawful for any
person. . . to comuni cate nonpublic information
relatingto atender offer to any ot her person
under circunstances inwhichit is reasonably
f oreseeabl e t hat such communicationislikelyto
result in a violation of this section .

17 C.F. R 8§ 240.14e-3. There is sinply no | anguage in the Rule
i ndi cati ng that a def endant nust knowthat the nonpublic informationin

hi s possession relates to a tender offer.

The Eighth Crcuit reached a sim |l ar concl usi on when faced
with theissue of whether Rul e 14e-3 requires that a def endant know
t hat substantial steps toward a tender of fer have been taken. United
States v. O Hagan, 139 F.3d 641, 650 (8th Cir. 1998), hol ds:

Rul e 14e-3(a) requires that "any person” mnust

have t aken "a substanti al step or steps" towards

the tender offer. The rul e does not require the

def endant to have know edge of these acts.

| nst ead, the defendant need only "know[] or have

reason to know' that the material informationis

"nonpublic and has been acquired directly or
indirectly fronmt the tender offeror i n sone way. "

Further, when t he Conm ssi on pronul gated Rul e 14e-3, it
expl ai ned i n t he acconpanyi ng rel ease that the Rul e did not require the

trader to knowthat the nonpublic information related to a tender

of fer:

As adopted, theinformationwhichw Il trigger
t he operation of the Rule (1) nust be materi al,
(2) must relate to a tender offer, (3) nust be
nonpublic and (4) nust have been acquired
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directly or indirectly fromthe of feri ng person,
fromthe i ssuer or fromanot her specified person.
For the last two requisites, thereis a"knows or
has reason t o know' standard by t he person who
has possessi on of the information. For the first
tworequisites, i.e., materiality andrelationto
a tender offer, thereis no"knows or has reason
to know' standard.

Tender O fers, Exchange Act Rel ease No. 17120, 1980 W. 20869, at *6
(Sept. 4, 1980). The Suprene Court has observed that "[b]ecause
Congr ess has authorized the Comm ssion, in 8 14(e), to prescribe
| egislativerules, we owe the Conm ssion's judgnment ' nore t han nere

deference or weight.' " QO Hagan, 521 U. S. at 673, quoting Battertonv.

Francis, 432 U S. 416, 424-26 (1977); see also Cohen v. Brown

University, 101 F. 3d 155, 173 (1st Cir. 1996) (explainingthat it is

"wel | settled" that if Congress has expressly del egated to an agency
t he power to prescribe regul ations, the resultingregul ati ons nust be
accorded control ling weight if they are not arbitrary or capri cious).
We nust defer to the Comm ssion's interpretation "unless [it i5S]
arbitrary, capricious, or manifestly contrary tothe statute.” Chevron

U.S. A Inc. v. Natural Resources Defense Council, Inc., 467 U. S. 837,

844 (1984); see al so Beaver Pl ant Qperations, Inc. v. Herman, 2000 W

1239950, at *3 (1st Cir. Sept 7, 2000) (stating that an "agency's
interpretation|[of its own regul ation] should be given full effect if
it isreasonable"). Sincethe plainlanguage of theruleleads usto

t he sane interpretation the Conm ssion reached, the Conm ssion's
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approach is mani festly reasonable. W holdthat Rul e 14e-3 does not
requi re that a person charged with violatingthe rul e have know edge
t hat t he nonpublic informationin his possessionrelatesto atender
offer. Therefore, appellees' contention is rejected.

Thus, neither the basi s upon which the district court nade
its ruling nor the reasons suggested by appel | ees to save the directed
verdi ct can be sustained. A new trial is required.

11

I nits appeal, the Comm ssion asserts that the district court
incorrectly excl uded t he convictions of Sargent and Scharn for lyingto
t he Conmi ssioninviolationof 18 U S.C. § 1001. The district court
appl i ed t he bal anci ng t est of Federal Rul e of Evi dence 403 (Rul e 403)
t o excl ude t hese convi cti ons, reasoni ng t hat si nce t he def endant s had
testified at trial about their lies, the prejudicial inmpact of
admtting the convictions outweighed the probative val ue of the
evidence. The district judge remarked to the Comm ssion, "[Y]ou get
al |l the probative val ue you need because the witness admtted helied."
The Commi ssion asserts that thetrial court m sconstrued 609(a)(2) of
t he Federal Rul es of Evidence (Rul e 609(a)(2)) whenit applied Rul e 403
t o excl ude the convictions. W address this issue because it wll
undoubtedly arise during a new trial.

The interpretati on of the Federal Rul es of Evidenceis a

question of |l awwhi ch we revi ewde novo. Correiro, 189 F. 3d at 58;
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United States v. Sposito, 106 F. 3d 1042, 1046 (1st Cir. 1997). Rule

609(a)(2) provides: "(a) . . . For the purpose of attacking the
credibility of awitness, . . . . (2) evidence that any wi t ness has

been convicted of acrimeshall be admttedif it i nvol ved di shonesty

or fal se statenent, regardl ess of the punishnment." (Enphasis added.)
Wt hout question, aconvictionfor lyingtoagovernnent official is a

crime of "di shonesty or fal se statenent,"” and we have pl ai nl y hel d t hat
di strict courts do not have di scretion to exclude prior convictions

i nvol vi ng di shonesty or fal se statenents. United States v. Tracy, 36

F.3d 187, 192 (1st Cir. 1994); United States v. Kiendra, 663 F. 2d 349,
354 (1st Cir. 1981) ("[We are driven by the force of explicit
statutory | anguage and | egi sl ative history to hold that evi dence
of f ered under Rul e 609(a)(2) is not subject tothe general bal anci ng
provi sion of Rule 403.").

Further, it i s of no consequence that Sargent and Scharn
testifiedabout their Iies. The Comm ssion was entitledto attack the
defendants' credibility nore forcefully by presentingthe fact that the
def endant s had been convi cted of "knowi ngly and wi | | ful | y" maki ng a
"materially false, fictitious, or fraudulent statenent or
representation” to a government official. 18 U.S.C. § 1001.
Rul e 609(a)(2) sinply does not allowfor any judicial discretionon
this point. The district court committed error in excludingthese

convi cti ons.
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|V
The Comm ssi on al so contends inits appeal that the district
court erred when it denied the Conm ssion's notion for pre-tri al
di scovery. Trial judges enjoy broad discretionin managing pretri al
di scovery. We may i ntervene "only upon a cl ear showi ng of mani f est
injustice, that is, where thelower court's discovery order was plainly
wrong and resul ted i n substantial prejudicetothe aggrieved party."”

Mack v. Great Atlantic &Pacific Tea Co., 871 F.2d 179, 186 (1st Gr.

1989); seealso City of Valthamv. U.S. Postal Service, 11 F. 3d 235,

243 (1st Cir. 1993).
The Suprene Court has | ong recogni zed t hat t he Federal Rul es
of Gvil Procedure areto be construed liberally infavor of discovery.

Hi ckman v. Taylor, 329 U S. 495, 507 (1947) ("[T]he deposition-

di scovery rul es are to be accorded a broad and |i beral treatnent.").
Her e, even t hough t he Comm ssi on had al ready conducted a pre-filing
i nvestigation and had access to t he evidence fromthe crimnal trial of
Sargent and Scharn, "thereis no authority which suggeststhat it is
appropriatetolimt the SEC s right totake di scovery based upon the
extent of its previous investigationintothe facts underlyingits

case." SECv. Saul, 133 F. R D. 115, 118 (N.D. Il1. 1990). W need

not, however, deci de whet her the district court was "plainly wong" in
limting di scovery since anewtrial isrequired, andthe opportunity

of pretrial discovery wll bereconsidered. At that time, the district
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court will have the benefit of our viewthat di scovery shoul d not have
been forecl osed to t he Comm ssion nmerely because of its pre-filing
i nvestigation or informati on secured fromthe Sargent and Scharn
crimnal trials.

REVERSED AND REMANDED FOR A NEW TRI AL.
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